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Sharel FE—RKERFRLG -

Power B—RBERFRILGEEE 2 3 5 BARFERELGAE A HE -

Dualism =1 > EERKAMEZHEAR—A ;=0 » HALHER -
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BREEERERAE =0 » HABER -

Roel B —EERe LRSS -
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&350 0.000 ~ 0.000 1 0.001) o F it - 7£ 3 iw HL 88 25 12 RS A 75 25 X6
AIEOLT » BATFHA M ES A el T A 7 LR B 48 Har REE RS 49
] BE M BE KT B B ER IR o

4~ RSER > TWRAZALEARRNSEE > BRAFAFHERLN™
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£S5 BUEFFRAASEEAAANFLET RE>»
TE HIAA gAdE TRE XE FMAF HiELd TRE

(n=51) (n=093) (n=51) (n=93)

BiE g T{E HiE g T{#&
Times 8.12 6.88 3.717** Audirl 0.29 0.0538 3.504***
District 0.67 0.46 2.417**  Audit2 0.53 0.0538 3.393***
Power 16.77 18.18 0.833 Assurel 0.49 0.17 3.932%**
Dualism  0.20 0.0968 1.550 Assure2 0.0816 0.0085 2.001*
Director 0.33 0.39 0.636 Trouble 0.33 0.0215 4.562%%*
Change 0.37 0.20 2.096**  Relation 0.84 0.57 3.7507*
Morass 0.27 0.11 2.355** Remuneration 4.118 4.324 -0.439
Roel ~1.80 6.91 1.963* Leverage 0.5313 0.4710 1.112
Roe2 0.18 0.0645 1.876" Size 2.0E+10 3.2E+10 -1.762%

F v EBRE 1% AIKFELEE

Eo

~ e EIRE S AIKFELERE -~ RRTE 10% HIKFLEE

x6 FEMPEBRETESREENMIIELE

BEEHE (RXE)

Pearson Chi-Square BHE
Resignation * District 5.526 1 0.019
Resignation * Dualism 2.836 1 0.092
Resignation * Director 0.409 1 0.522
Resignation * Change 5.141 1 0.035
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Resignation * Trouble 27.963 1 0.000
Resignation * Relation 11.066 1 0.001
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Resignation * Morass 9.465 1 0.002
Resignation * Roe2 4.424 1 0.035
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WIS > & Dualism Change oA B EEAALR o EEAKRIE > bk ik
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R EHE 2
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(0.641) (0.652) (1.550) (1.536)
Remuneration - —0.134 -0.131 -0.124 -0.119
(1.567) (1.468) (1.439) (1.307)
Times + 0.515%** 0.508 0.549*** 0.543***
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District + 1.214** 1.176** 1.229** 1.187**
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Power + 0.001 0.003
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Assure + 1.704** 1.7007%* 17.139** 16.720*
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Nagelkerke R square 0.602 0.600 0.62 0.619
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(6.285) (4.387)
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ABSTRACT

This study classifies the costs of independent directors into three major categories, namely
immediate costs (costs related to immediate efforts), opportunity costs, and risk-related costs,
which affect the overall efficiency of independent directors in different ways. These costs in
turn contribute to their decision to resign. Our results show first that the characteristics of
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I. INTRODUCTION

The board of directors (the Board), which is vested with decision-making power, is
considered the ultimate internal supervisor of a nexus of contracts within an enter-
prise (Fama, 1980; Fama and Jensen, 1983); it also plays an important role in cor-
porate governance under traditional corporate governance theory. With the absence
of a board of supervisors, the status and effect of independent directors on the Board
is a vital aspect of its structure. After many years, independent directors have now
become an integral part of worldwide corporate governance structures, as repre-
sented by the US and UK.

The inherent limitations of corporate governance in Chinese listed companies are
two-fold. First, concentrated ownership is a common phenomenon. Second, the lack
of investor protection in stated-owned enterprises leads to serious problems, such
as the Board becoming a “rubber stamp” of the controlling shareholders. With the
introduction of independent directors, both regulators and stock traders now hope
that the levels of independence and supervision within the Board will be higher so
as to enhance the quality of corporate governance and, in turn, better protect the
interests of external shareholders. The China Securities Regulatory Commission
(CSRC) promulgated “Guidelines for Introducing Independent Directors to the Board
of Directors of Listed Companies” (“the Guidelines”) in August 2001, and the inde-
pendent director system was then fully implemented in all Chinese companies listed
within or outside China.

During the implementation stage, certain independent directors submitted their
resignation for a number of reasons. According to incomplete statistics,’ from
November 2001 to March 2004, 190 independent directors resigned in the Chinese
stock market; of these, 7 cases occurred in the last two months of 2001, 58 cases in
2002, 105 cases in 2003, and 20 cases in the first three months of 2004. Still more
interesting is that some of these independent directors continued to serve as inde-
pendent directors for other companies. What factors contributed to their decision of
whether or not to stay? This question is worth considering.

This paper is organised as follows: Section 2 sets out the analytical framework of
the paper; Section 3 analyses the effects of individual factors on resignation; Sec-
tion 4 considers the influence of corporate factors on resignation; and Section 5
discusses conclusions and the paper’s limitations.

Il. THE COSTS OF INDEPENDENT DIRECTORS: A FRAMEWORK

Independent directors must weigh earnings against costs when making a decision to
resign. In most cases, independent directors receive fixed earnings.® Before and

7 Although we cannot assure that the publicly accessible data are complete, our statistical
method basically ensures that no material data are missing.

Earnings of independent directors comprise both direct income derived from their serving
companies and indirect income from other sources (Tan, 2003). While the former is rela-
tively fixed in amount, the latter is relatively volatile.

6
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after taking up their position, they continue to weigh their earnings against the costs
incurred to decide whether to assume or resign from the post. Compared to earnings
(especially material incentives), the costs incurred are relatively volatile and hence
are difficult to accurately predict; they may then become the direct cause of an
independent director’s resignation. '

Next, we consider from the perspective of costs what determines an independent
director’s decision to resign in terms of circumstances that are usually disadvanta-
geous to an independent director. In Figure 1, the costs for independent directors
are classified into three major categories, namely immediate costs (costs related to
immediate efforts), opportunity costs, and risk-related costs, which affect the over-
all efficiency of independent directors in different ways. These costs in turn contrib-
ute to their decision to resign.

Figure 1 Cost Analysis for Independent Directors

Immediate .
Costs Costs Related to Immediate Efforts
Costs of 0 it
. pporumity | . A
Independent Directors Costs Earnings Opportunities from Other Companies

Risk-related Costs of

Risk-related Lawsuits Risk of
Costs Corporate Governance

Risk-related Costs of
Reputation

2.1 Immediate Costs

Immediate costs refers to all tangible and intangible costs of independent directors,
in which the time and energy spent on the position form an integral part of these
costs. The CSRC’s Guidelines stipulate that independent directors ““shall have enough
time and energy to perform their duties effectively”, and “If the independent direc-
tor fails to attend the board meeting for two times consecutively without proper
reasons and fails to attend the board meeting in person for three times consecutively,
the board of directors may request at the shareholders’ meeting to replace the
director”. Time and energy are also expended in other areas, such as deliberation of
the company’s financial reports or material events. Proximity to the serving com-
pany may enjoy the advantage of timely acquisition of relevant information (Tan,
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2003). For busy independent directors, the higher the immediate costs, the higher
the likelihood of their resignation.

2.2 Opportunity Costs

The decision to take up the office of independent director is driven by either mate-
rial or non-material interests. Since serving one company implies giving up the
opportunity to serve others and their related benefits, opportunity costs (Hermalin
and Weisbach, 2003) should be included in the costs of independent directors. Ac-
cording to the Guidelines, independent directors can hold the post of independent
director concurrently only in a maximum of five listed companies. As such, oppor-
tunity costs play a vital role in the decision-making process. These opportunity
costs are represented by the differences between the independent directors’ allow-
ances and other income’ among companies, as well as the sacrifice of other
opportunities. Though controversial in nature, incentives for independent directors
are important for motivating them to fulfil their responsibilities effectively. Pound
(1995, Chinese version 2001) even maintains that, given the important role of Board
members in formulating and challenging corporate policies, they must be adequately
motivated by matching remuneration with performance. Therefore, the higher the
opportunity costs, the greater the likelihood that an independent director will resign
from his office.

2.3 Risk-related Costs

Risk-related costs refers to potential threats that are closely associated with certain
practices and characteristics of the company. These costs can be generally classi-
fied into two main categories: costs of lawsuits and costs to reputation, which arise
from either the risks of corporate governance or the degree of effectiveness and the
legitimacy of independent directors in taking part in the decision-making process
and supervising management. Much empirical evidence clearly demonstrates that
corporate governance factors explain why independent directors fail to exercise
their rights effectively and legitimately.

For instance, CEOs, as the supervisees of the directors, play a key role in
influencing the independence of directors by way of nomination and setting of re-
muneration (Hermalin and Weisbach, 1998, 2003). At times, CEOs are so influen-
tial that it is unlikely the Board members will raise any objections, even under
highly unfavourable circumstances. As a result, the Board fails to effectively super-
vise the CEO (Warther, 1998). In fact, all levels of governance structure (like own-
ership structure and Board structure) in a company and the quality of the “key man”
may affect the effectiveness and legitimacy of the supervision. Information asym-

7 For instance, independent directors with an enterprise background have different develop-

mental resources; independent directors with an agency background may have different
service earnings; and independent directors with an academic background may have differ-
ent opportunities to enhance their academic level.
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metry and discontinuity in management supervision resulting from the outsider sta-
tus and part-time nature of independent directors also impose limitations on their
professionalism (Tan, 2003). As such, the higher the corporate governance risks,
the higher the risk-related costs for independent directors, and the greater the likeli-
hood of their resignation.

I1l. ANALYSIS OF INDIVIDUAL CHARACTERISTICS OF
INDEPENDENT DIRECTORS

Though the resignation of independent directors is undeniably closely related to
corporate factors, differences in the background of directors may also lead to differ-
ences in evaluating and responding to various costs.® Individual and corporate fac-
tors are therefore both interrelated and complementary.’ To gain a better under-
standing of both individual and corporate factors, we need to know what kind of
independent directors are prone to resignation and from what kind of companies
independent directors tend to resign.

To analyse the background of independent directors, we collected a sample of
190 cases of independent directors who resigned between 2001 and March 2004."
Table 1 shows a rather significant disparity between the background of individual
independent directors who resign and all independent directors in the full sample.

As far as profession is concerﬁe\d, academic staff and researchers as well as busi-
nessmen account for 36.36 per cent and 31.82 per cent of the sample respectively,
which exceeds two thirds of all independent directors who resign overall, while the
ratio for agents is 16.23 per cent. The percentages of the above three categories of
independent directors account for 39.52 per cent, 13.82 per cent, and 23.42 per cent
(Tan, 2003), and 45.83 per cent, 12.16 per cent, and 19.45 per cent (Shanghai Stock
Exchange, 2004) respectively of the total number of independent directors after
incorporating the statistics from Tan (2003) and the Shanghai Stock Exchange (SHSE)
(2004)." The findings show that businessmen have a greater tendency to resign than

Both the time costs and remuneration-related opportunity costs have a different impact on
independent directors. The former varies with factors such as the job nature and the age of
independent directors, whereas the latter varies with the income, level of their full-time job.
Although macroeconomic policies, to a certain extent, affect the resignation decision of
independent directors, these policies nonetheless focus on either independent directors or
companies, thereby constituting separate individual and corporate factors.

Please refer to the latter discussion on research method for details of'the data collection
process and sample-related issues.

it We compare our data with Tan’s (2003) data of the SHSE and the Shenzhen Stock Ex-
change ending on 21 August 2002, and the SHSE’s (2004) data ending in September 2003.
We consider these two sets of data to generally reflect the basic features of independent
directors in the Chinese stock market, and to be consistent with the basic market judgement
on the independent director system. Therefore, these two sets of data and our data are com-
parable (we appreciate the anonymous referees for reminding us of this problem). Moreover,
Tan (2003) and the SHSE (2004) both classify agents into lawyers, accountants, and
consultants; we group them all as “agents’ here.
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do academic staff and researchers.'* One possible explanation for this is that the
risks involved for the businessmen serving as independent directors are higher than
their earnings in the position, while academic staff and researchers consider the
resignation from a more practical point of view. Agents, on the other hand, may
expect the office of independent director to help enhance their reputation and
influence in the industry, which in turn may help develop their business.

In terms of professional background, more than 82 per cent of independent direc-
tors who resign have a business administration, accounting, or legal background,
far greater than the statistical result (43 per cent) obtained by Tan (2003). This may
be due to their stronger awareness of risk, since they have a better understanding
of both the management and financial risks faced by a corporation through their
involvement in important management and financial decisions."

In terms of position and academic qualifications, most independent directors who
resign hold senior ranks and are relatively better educated (master’s or above), or
85.71 per cent and 66.91 per cent respectively, which exceeds their serving ratio of
58.48 per cent and 47.14 per cent (Tan, 2003), and 65.16 per cent and 57.15 per cent
(SHSE, 2004) respectively. This may be because independent directors with higher
rank and qualifications usually enjoy greater recognition in society. As a result,
reputational costs may become an important consideration in whether or not to re-
sign for these directors.

In terms of geographical implications, Table 1 shows that 58.09 per cent of inde-
pendent directors who resign do not reside in the same province where the company
is located, exceeding the 46.31 per cent" recorded by Tan (2003). Information asym-
metry and the relatively higher costs for workplace distance explain their resignation.

In terms of age, 75.29 per cent of independent directors who resign are younger
than 50 years, which is far higher than the serving ratio of 51.27 per cent (Tan,
2003). Another 10 per cent are over 60, which is far lower than the serving ratio of
20.98 per cent (Tan, 2003). The information from the SHSE (2004) also testifies to
this point.'® There are two possible explanations for this result: first, those who are
older with lower anticipations of risk are physically more viable and capable of

To test if the difference in characteristics between the resigning sample and the full sample
of independent directors of listed companies is statistically significant, we conduct a Pearson
chi-square test on all comparisons between these samples (including both the individual
characteristics and corporate characteristics). The results show that all characteristics pass
the critical test at the level of 0.05, and even 0.005, except for the agencies characteristic,
which in all samples do not pass the test. For simplicity’s sake, the paper does not give a
detailed report and analysis of the test. Again, we appreciate the anonymous referees for
reminding us of this problem.

Most of the independent directors who have an accounting or legal professional background
are academic staff by profession. It is therefore not necessarily a conflict to have a higher
resignation ratio of independent directors who have an accounting or legal background, and
a lower resignation ratio of independent directors who are agents.

15 No such data are available in SHSE (2004).

16 According to the SHSE’s (2004} data, independent directors aged under 55 and over 56
account for 68.99 per cent and 31.01 per cent respectively.
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devoting more time to serving as independent directors; and second, most of the
middle-aged independent directors are successful businessmen, who tend to resign
after considering their income and risk levels and the opportunity costs incurred.

In terms of the number of firms served concurrently as independent directors,
those who work for more than two companies account for 30 per cent of the total
resignations of independent directors, which is far higher than the 14.33 per cent"’
of Tan’s (2003) data. Since the time spent serving as independent director nega-
tively correlates with the number of firms served as independent director, and since
independent directors’ remuneration from certain businesses does not have much
influence on these directors, the impact of immediate and opportunity costs on their
resignation may thus differ. :

In terms of tenure, most directors, or almost 70 per cent, resign after serving in
office for more than a year. An unreported result indicates that the average tenure of
resigned directors is 13 months, which demonstrates that they make the decision to
resign after they have gained a basic understanding of the corporation.

Finally, for those companies whose independent directors choose to resign, 46.67
per cent have no more than two independent directors, which is much higher than
the SHSE’s (2004) data of 30.73 per cent. To a certain extent, this shows that the
inferior status of the independent directors on the Board may affect their right to
speak, which in turn leads to their resignation. We can also look at this from another
angle: when the percentage of independent directors on the Board is greater than
one third, only 36.11 per cent choose to resign.

IV. ANALYSIS OF COMPANY CHARACTERISTICS

Descriptive statistics are calculated on all companies whose independent directors
resign from their office and are compared with the full sample to identify common
characteristics among all companies. Of interest is that certain independent direc-
tors resign from their position in certain companies but continue to serve as inde-
pendent directors for other companies; this is the focus of this section.

4.1 Analysis of Characteristics of Companies With Independent
Directors Who Have Resigned

Simple statistics are calculated on companies with independent directors who re-
sign (a total of 154 companies) using a number of characteristic indexes; results are
shown in Table 2.

In Tables 2A and 2B, we find characteristics that show that a company may be
having problems or that may be more closely related to the risks undertaken by
independent directors; these include the company being under ST, having non-
standard audit opinions, being publicly condemned by regulators, facing prosecution,

'" No such data are available for the SHSE (2004). According to Yue's (2003) study on 1,044
independent directors from 500 listed companies, only 6.2 per cent of independent directors
serve one or more companies out of the full sample.
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and suffering from managerial and financial problems. These companies differ from
the full sample and are deteriorating year by year.

First, for companies with independent directors who resign, the average ratio for
prosecution is 22.59 per cent; this ratio rises to almost one third in 2003, twice as
large as for the full sample compared to the same period.? The ratio of companies
receiving non-standard audit opinions rises from 17.02 per cent in 2001 to 28.26 per
cent in 2002, and even 53.33 per cent in 2003, which is significantly higher than in
the full sample. The same trend also applies to instances of prosecution or public
condemnation by regulators.* All these factors illustrate that the resignation of in-
dependent directors is increasingly being influenced by corporate risks. This may
be because top management, including independent directors, have been punished
for accounting fraud in the capital market in recent years. Since the introduction of
related laws and regulations has increased the risk of serving as an independent
director, they now have greater concerns about the risk-associated behaviours
and characteristics of the corporation, hence increasing their sensitivity to these
corporate-specific characteristics.

Second, in Table 2B, the ratio of loss-suffering companies with independent
directors who resign is relatively higher than in the full sample; this ratio rises in
every year except 2001. In 2002, the ratio even rises to over one third. The EPS® of
companies with directors who resign is close to 0, far lower than that of the full
sample. In terms of total assets, the average scale of companies with directors who
resign is only about half that of the full sample, whereas the assets/liabilities ratio is
slightly higher than in the full sample. This result shows that a company’s
unfavourable financial condition may have a negative influence on an independent
director’s reputation and in turn influence his resignation decision.

The annual average number of board meetings of firms with directors who resign
is 7.69, compared to the full sample’s of 7.24. The frequency of the former also
increases over the years. Except in 2002, the frequency of board meetings in all
other years is significantly higher than that of the full sample. In addition, the remu-
neration level of resigned independent directors ranges from RMB25,000 to RMB33,
000; this level is mixed compared to that of the full sample.”

' Data source: WIND.NET. All directly cited data in this paper come from WIND.NET if not
otherwise specified. The number of the full sample is 1,114 in 2001, 1,186 in 2002, and 1,
252 in 2003.

** The unreported results show that the percentage of material event-related numbers to net
assets is steadily increasing. Among them, the ratio of hypothecation rises at a yearly rate of
around 1 per cent, while the prosecution ratio rose from 11.29 per cent in 2001 to 35.91 per
cent in 2003.

* When calculating the EPS, we eliminate companies whose EPS is less than RMB-1.0. As
such, we eliminate 1 firm in 2002 (600053), and 2 firms in 2003 (000621 and 000730).

# Jiang and Wu (2004) have conducted a study on 455 A-share companies listed on the SHSE.
The results show that the average allowance of independent directors was RMB34,200 in
2002.
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4.2 Design of Variables

4.2.1 Immediate Costs

Though the time spent on work is the best indicator in judging the immediate costs
of serving as an independent director, it is not an easy factor to observe, nor is the
necessary information easily obtained. Instead we use the frequency of board meet-
ings (Times) to measure the working time of independent directors, whose working
time is always devoted to preparing for and attending the meetings. Vafeas (1999)
also points out that Times can be used as a substitute variable to substitute the ac-
tivities of independent directors. We also introduce a dummy variable “District” to
represent the distance between the residence of independent directors and the loca-
tion of the company to reflect part of the costs independent directors incur.

4.2.2 Opportunity Costs

Opportunity costs are the costs of giving up other opportunities by serving as inde-
pendent directors. We are unable to obtain this information because of limited
resources. Conversely, the resignation of independent directors means abandoning
potential opportunity earnings; therefore, we use the remuneration of independent
directors as the opportunity costs of their resignation.™

4.2.3 Risk-related Costs

The influence of corporate governance factors on corporate risks is usually demon-
strated by the mutually affected characteristics of corporate behaviour and other
status characteristics; independent directors may also consider these characteristics
to assess their corporate governance risks, which can lead to both legal and
reputational risks. We thus design two kinds of variables: those of behavioural char-
acteristics and those of representing characteristics.

First of all, behavioural variables refers to certain current indexes that reflect
corporate governance risks over a certain period of time. The time and energy spent
by independent directors, or the potential risks faced by them, and the frequency
and the degree of material events taking place in a company within a year’s time are
good examples of substitute indexes. The CSRC requests independent directors to
not only pay more attention to material events, such as material internal and exter-
nal hypothecations (Assure I and Assure 2), material passive lawsuits (Trouble),
and material related-party transactions (Relation), but also to give independent opin-
ions with legal force whenever necessary. We therefore use the above variables™ to
represent the corporate risks based on the company’s behaviour.

* We appreciate the advice given by the anonymous referees on this topic.

8 In this paper, the two-dimensional dummy classification method is used to judge whether
the above events are material and whether the audit opinions are non-standard unqualified
ones. For material hypothecations, we use the ratio of the number of hypothecations to total
assets for assessment. Also, we use the multi-dimensional classification on audit opinions.
For material related-party transactions, we cannot use the transaction number to total assets
for assessment due to the many kinds of material related-party transactions, plus many
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Second, status variables that reflect corporate governance risks can be classified
into two categories: first, the current and deposited indexes that are directly related
to a company’s performance; and second, the common variables of governance
structure. For the former, we use the degree of severity of audit opinions (Audit I
and Audit 2) and whether the company is having financial difficulties (Morass) to
reflect the risks to independent directors.

With respect to the common variables of governance structure, because the bal-
ance of controlling rights of a company and the degree of insider control represent
the degree of control by the company’s key man and the risks of corporate gover-
nance to a certain extent, this paper uses the ratio of the shareholdings of the largest
shareholder to the sum of the shareholdings from the second to the fifth largest
shareholders (Power), the dual identity of the chairperson of the Board as the CEO
of the company (Dualism), and the ratio of independent directors (Director) as the
substitute indexes of the corporate governance risk of independent directors.
Moreover, changes in top management may influence the interest and the status of
independent directors, as well as their evaluation of corporate risks; therefore, all
these are used to judge the risk-related costs of independent directors.”

For controlling variables, we use three commonly used variables: the scale of
companies (Size), the assets/liabilities ratio (Leverage), and the ROE (Roe 1 and
Roe 2).

Table 3 Definition of Variables

Variables Definition

Resignation = 0 for those companies whose independent directors choose to continue
to serve; =1 for those companies whose independent directors choose
to resign.

Remuneration  The remuneration paid by the company to independent directors at the
end of the year prior to their resignation.

Times The number of times board meetings meet one year before an indepen-
dent director resigns.

District = 0 when both independent directors and their serving companies reside
in the same province; = 1 otherwise.

Sharel The shareholdings of the largest shareholder.

Power The ratio of the shareholdings of the largest shareholder to the sum of
the shareholdings of the second to the fifth largest shareholders.

Dualism = 1 when the chairperson of the Board and CEO of the company is the
same person; = 0 otherwise.

Director = | when the ratio of independent directors on the Board is 1/3 or more;

= ( otherwise.

companies have not specified the exact amount. Lastly, with respect to lawsuits, we can
theoretically use the ratio of the amount spent on lawsuits to total assets or net assets for
assessment, but because the former characteristic analysis has already shown that the num-
ber of companies facing lawsuits is insignificant, we do not use this ratio for assessment.

¥ We appreciate the anonymous referees for suggesting that we consider the impact of changes
in top management on the resignation of independent directors.
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Table 3 Continued

Variables Definition

Change = 1 when there is a change in the chairperson of the Board or CEO half a
year before the independent director resigns; = 0 otherwise.

Assurel =] when there is a material hypothecation one year before the indepen-
dent director resigns; = 0 otherwise.

Assure2 The ratio of the number of hypothecations to the year’s total assets one
year before the independent director resigns.

Trouble =1 when there is a material lawsuit one year before the independent
director resigns; = 0 otherwise.

Relation = 1 where there is a material related-party transaction one year before
the independent director resigns; = 0 otherwise.

Auditl = 0 when audit opinions are modified one year before the independent
director resigns; = 1 otherwise.

Audit2 = 0 when there is a non-standard unqualified audit opinion one year

before the independent director resigns; = 1 when there are non-
standard opinions with explanatory notes; = 2 when there are qualified
opinions; = 3 when there are negative opinions or a disclaimer of
opinions.

Morass =1 when a company is specially treated in the year that the independent
director resigns or when the Equity Per Share is negative at the end
year prior to the independent director’s resignation; = 0 otherwise.

Roel ROE at the end of the year prior to the independent director’s
resignation.

Roe2 = 0 when the ROE at the end of the year prior to the independent
director’s resignation is greater than 0; = 1 otherwise.

Lnsize The natural logarithm of total assets at the end of the year prior to the
independent director’s resignation.

Leverage The assets/liabilities ratio at the end of the year prior to the independent

director’s resignation.

4.3 Sample Selection

We collect the name list of independent directors in 2001, 2002, and 2003 accord-
ing to company annual reports, compare them between years to determine the sample
of an abnormal change of independent directors, and then consolidate the above
information with public information after eliminating samples of changes in office
holders upon the end of tenure or other non-resignation-related incident (such as
death). We also eliminate a very few companies (such as 000562 and 000685) where
some independent directors choose to stay while others choose to go all within the
same year, but we retain those samples if the independent directors come and go in
different years. This will not affect our basic conclusion® since such cases are very

2 We appreciate the anonymous referees for reminding us to pay attention to this problem.
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Table 4 Distribution of Research Samples

Sample 2001 2002 2003 2004 Total

Total Individual Sample of Independent Directors 7 58 105 20 190
Who Resign

Company Sample with Independent Directors Who 5 17 24 5 51
Resign but Choose to Continue to Serve as
Independent Directors for Other Companies

Company Sample with Independent Directors 7 33 44 9 93
Resigning from the Office of Independent
Director of Other Companies

rare. Finally, we obtain the data from October 2001 to March 2004 which is shown
in Table 4. The above sample and variable data come from WIND.NET, www.
cninfo.com, and www.jrj.com.cn.

4.4 Descriptive Statistics

After conducting a T test on certain characteristics of director-resigning companies
(companies with independent directors who resign) and director-retaining compa-
nies (companies with independent directors who choose to retain their office) with
the results shown in Table 5, we find that 13 of the 18 characteristic variables of the
director-resigning companies show significant differences from the director-retain-
ing companies. We further conduct a Pearson chi-square test on dummy and depen-
dent variables to establish the interactive table shown in Table 6; we find that except
for Director, all other variables have a significant influence on the resignation of
independent directors.

4.4.1 The characteristics of Times and District show significant differences
between both types of companies. The average number of board meetings of the
director-resigning companies is 8.12, which is higher than the 6.88 of the director-
retaining companies, with a difference significant at the 0.000 level. According to
the SHSE’s (2003) report, 60 per cent of the listed companies in 2001 had an aver-
age number of board meetings between 4 and 7, which also supports our conclusion.
Of the director-resigning companies, 67 per cent are not in the same province as
their independent directors, compared with only 46 per cent of the director-
retaining companies; the difference is significant. Table 4 shows that District passes
the Pearson chi-square test. From this and the former analysis on individual
characteristics, we may initially conclude that immediate costs may be one consid-
eration behind the resignation of independent directors.

4.4.2 The remuneration of independent directors in the director-resigning
companies is RMB41,180, which is slightly lower than the RMB43,240 of the
director-retaining companies. Taking the data in Table 2 into consideration, although
remuneration may affect the opportunity costs of resignation, it is not the major
reason for the resignation of independent directors.
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4.4.3 The probability and the degree of material hypothecations, the probability
and the ratio of lawsuits, and the probability of material related-party transactions
in the director-resigning companies are all significantly higher than those of the
director-retaining companies, and many variables are significant at more than the 1
per cent level; these results all show that the director-resigning companies may be
more problematic than the director-retaining companies; the former are more
unstable, with higher business risks and troublesome lawsuits. The results of the
Pearson chi-square test show that the above variables have a significant influence
on the resignation of independent directors (0.000, 0.000, and 0.001 of P value).
Independent directors may decide to resign to avoid both legal and reputational
risks.

4.4 .4 Table 5 shows that, whether the classification is two-dimensional or four-
dimensional, the degree of severity of audit opinions for the director-resigning com-
panies is significantly higher than for the director-retaining companies. Also, the T
values of the variables Morass and Size of the director-resigning companies are all
significantly more positive than those of the director-retaining companies, showing
that the director-resigning companies are more likely to be under special treatment
or in trouble with negative assets per equity; the CPA will normally issue a non-
standard audit report for these companies. The Pearson chi-square test results for
the above variables demonstrate that they all have a significant influence on the
resignation of independent directors.

4.4.5 The ratio of the shareholdings of the largest shareholder to the sum of the
shareholdings of the second to the fifth largest shareholders (Power) of the director-
resigning and director-retaining companies are 16.77 per cent and 18.18 per cent
respectively, but the difference is not significant. The case of the variable Director
is similar. For the variables Dualism and Change, the percentages of the director-
resigning companies are higher than those of the director-retaining companies, with
an insignificant difference for the former but a significant difference for the latter.
In the Pearson chi-square test, the variables Dualism and Change all pass the test of
significance. The above descriptive statistics show that the risk-related costs repre-
sented by the stable characteristics of corporate governance may not be a determin-
ing factor in influencing the resignation of independent directors.

For the controlling variables, while the size of the director-resigning companies
is smaller than that of the director-retaining companies, the assets/liabilities ratio of
the former is insignificantly higher than that of the latter. In addition, the values of
Roel and Roe? are significantly positive and negative respectively, showing that
the earning ability of the director-resigning companies is worse than that of the
director-retaining companies.
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Table 6 Pearson Chi-Square Test on Dummy and Dependent Variables

Pearson Chi-Square Degree of Freedom Significance
(two-tailed)

Resignation * District 5.526 1 0.019
Resignation * Dualism 2.836 1 0.092
Resignation * Director 0.409 1 0.522
Resignation * Change 5.141 1 0.035
Resignation * Assurel 16.371 1 0.000
Resignation * Trouble 27.963 1 0.000
Resignation * Relation 11.066 1 0.001
Resignation * Auditl 15.910 1 0.000
Resignation * Morass 9.465 1 0.002
Resignation * Roe2 4.424 1 0.035

4.5 Regression Analysis

The above analysis offers us a preliminary result on how corporate factors affect the
resignation of independent directors. Yet we need to know further which determi-
nants influence the resignation of independent directors and how these determi-
nants affect the directors. We thus establish the following two-dimensional logistic
regression model:

p(resignation)

Ln= - -
1 - p(resignation)

=, + O remuneration + d-times + ddistrict + 9 ysharel/ power + dsdualism
+ dedirector + 0;change + dgassure + dotrouble + d\grelation + dy audit
+ dpamorass + 03ro0e2 + d\, Insize + dysleverage + €

The definitions of variables in the model are the same as those in Table 3. Since
the audit opinions and the three material events have two or more different substi-
tute variables, they can be divided into two kinds of variables, namely, dummy
variables and discrete variables. To improve the reliability of the conclusion, we
concurrently use two kinds of basic regression models: using the dummy variables
of the above variables (Auditl) in the first model, and using the number of hypoth-
ecations to the year’s total assets (Assure2) and the multi-dimensional classified
variable of audit opinions (Audit2) in the second model, other variables being the
same.

To ensure there is no collinearity among the variables, we conduct the Pearson
correlation test; the unreported results show that the correlations among the vari-
ables in the models are all less than 0.4, much lower than the common judgement
standard of 0.8 or 0.5. This demonstrates a lack of significant collinearity among
the variables.

We use Enter to do the logistic regression. The results of both models in Table 7
show that the major factors influencing the resignation of independent directors are



158

Tan, Zheng, and Zhou

Table 7 Regression Results of Determinants of the Resignations of Independent Directors:

Enter
Explanatory Anticipated Model 1 Model 2
Variable Symbol -
Coefficient  Coefficient  Coefficient  Coefficient
Constant -5,283 -5.305 —8.358 -8.294
(0.641) (0.652) (1.550) (1.536)
Remuneration - -0.134 -0.131 -0.124 -0.119
(1.567) (1.468) (1.439) (1.307)
Times + 0.515%%* 0.508 0.549%%* 0.543 %%
(12.124) (15.094) (17.244) (17.366)
District + 1.214%* 1.176%* 1.229%* 1.187%*
(4.356) (4.201) (4.385) (4.182)
Sharel + 0.010 0.011
(0.356) (0.428)
Power + 0.001 0.003
(0.042) (0.244)
Dualism + 0.540 0.557 0.613 0.651
(0.558) (0.593) (0.694) (0.781)
Director - ~0.050 0.021 -0.025 0.041
(0.008) (0.001) (0.002) (0.005)
Change + 0.282 0.316 0.610 0.625
0.217) (0.273) (0.982) (1.025)
Assure + 1.704%*:* 1.700%%* 17.139%* 16.720%*
(8.293) (8.249) (6.379) (6.402)
Trouble + 2.452%%% 2.42 %% 2.332%* 2.310%*
6.621) (6.487) (6.180) (6.093)
Relation + 1.417%* 1.528%* 1.235%=* 1.315%*
(4.432) (5.487) (3.406) (4.044)
Audit + 1.689%* 1.661%* 1.479%%* 1.472%%*
(3.455) (3.297) (4.096) (4.048)
Morass + 0.541 0.469 0.311 0.215
(0.248) (0.182) (0.073) (0.034)
Roe2 + -0.990 -0.940 -0.671 —0.588
(0.532) (0.465) (0.211) (0.160)
Lnsize - -0.071 -0.053 0.090 0.105
(0.049) (0.028) (0.075) (0.104)
Leverage + —-0.828 -0.791 ~1.940 ~1.926
(0.564) (0.532) (1.454) (1.465)
Chi-square 82.991 82.676 86.288 86.101
—2 Log 104.205 104.521 100.909 101.096
likelihood
Nagelkerke R 0.602 0.600 0.620 0.619
square
Correct 84.000 84.000 84.700 84.700
Classification
of the Model
Note 1: ##** *% and * denote significance at the 1%, 5%, and 10% levels respectively.

Note 2: The difference between Model 1 and Model 2 is the difference in value of Assure
and Audit; the former are Assure 1 and Audit 1 respectively, and the latter are Assure 2 and

Audit 2 respectively.
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time costs and the costs involved in legal and reputational risks brought about by
the risks of corporate governance. Among them are the following:

4.5.1 The results of both models show that Times and District are significantly
correlated with the likelihood of resignation of independent directors, with levels of
significance at 0.01 and 0.05 respectively. Also, immediate costs are an important
determinant in an independent director’s resignation.

4.5.2 Since opportunity costs as weighed by remuneration have an insignificantly
negative correlation to the resignation of independent directors, there is no empiri-
cal evidence to support the hypothesis that opportunity costs are related to the resig-
nation of independent directors. Considering the results of the T test and the analy-
sis of individual features, while the average remuneration of independent directors
is not high (approximately RMB40,000), their revenue from their profession is rela-
tively higher because they are celebrities or professionals, so remuneration should
not be a major source of their revenue (Tan, 2003). As such, remuneration is not an
important determinant in their resignation; it may also not be the best variable to
measure the opportunity costs of independent directors.

4.5.3 The risk costs as weighed by the material events and audit opinions of com-
panies are significantly correlated with the likelihood of resignation of independent
directors. In line with our anticipations, the results of both models demonstrate that
the frequency (Model 1) and degree (Model 2) of the occurrence of a company’s
material events, material lawsuits, and material related-party transactions, as well
as the degree of severity of audit opinions, all show a significantly positive correla-
tion with the likelihood of resignation. This indicates that when a material event
takes place, and when the accounting reports and the financial condition of the
companies are queried by outsiders, the relatively higher governance risk will urge
an independent director to avoid as much risk as possible because of his aversion to
it.* .

4.5.4 Finally, some common substitute variables of corporate governance structure,
namely Sharel, Power, Dualism, Director, and Change, do not significantly influ-
ence the resignation of independent directors, although their effects are consistent
with our anticipation. Independent directors do not pay much attention to the com-
mon corporate governance indexes when deciding whether to stay or leave; this is
related to the selection mechanism of independent directors. In China, independent
directors who are nominated by the management or the largest shareholder will be
submitted to the shareholder meeting for approval. Since these directors already
have a basic understanding of the company’s corporate governance structure before
they take up the post, the dynamic variables of behavioural features may better

32 Tan (2003) opines that the remuneration of independent directors is not usually pegged to a
company’s performance. In making a decision that is highly risky yet may have high returns,
independent directors may lose their reputation and even face serious lawsuits because of
the high risk involved, but they will never benefit from the high returns. Also, the external
and part-time nature of independent directors deters them from efficiently supervising the
operation of the company’s risky activities; therefore, independent directors should be averse
to risks.
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reflect corporate governance risks than do the static ones. The dynamic features and
the management style of the company’ key man may have greater influence on the
level of corporate governance risks faced by independent directors. Hermalin and
Weisbach (2003) opine that although a CEQ’s influence may be an important factor
in limiting the independence of independent directors, this influence is usually
unobservable. In fact, all factors that may deter the top management from commu-
nicating effectively with the director may in turn affect the management effective-
ness of the latter, which may lead to the director’s resignation. Even in a company
where the shareholders have relatively balanced control with relatively less control
by the insider, different management styles and the quality of the top management
may result in different evaluations of the corporate governance risks by indepen-
dent directors.

In the linear regression analysis of the two models, the Nagelkerke R Square of
the Adjust-R Square are 0.6 and 0.62 respectively, which are rather satisfactory
results for a two-dimensional logistic regression. The ratios of the total correct
classification of the two models are 84 per cent and 84.7 per cent respectively,
showing a high effectiveness of classification. In terms of overall effectiveness,
Model 2 performs better than Model 1, which shows that it is better to use the
number of material event occurrences instead of the dummy variables to determine
the degree of severity. This may be because the director-resigning companies have
more material events than the director-retaining companies; the use of dummy vari-
ables is thus inadequate in distinguishing the differences between these two types
of companies.

4.6 Sensitivity Analysis

Since many variables are used in Models 1 and 2 and the sample is small, the most
important factor influencing the resignation of independent directors cannot be ob-
tained with the Enter method, which may in turn affect the validity of the conclusion.
For this reason, we test the above model by the Forward: Conditional method. For-
ward is then substituted for Enter, meaning that all variables are added into the
formula according to the possibility of the rate test. Using Conditional when the
variables are removed from the formula, new independent variables can then be
added according to the rule of the largest model chi-square (namely, the most sig-
nificant in the chi-square test) when every independent variable is added into the
regression analysis in the Forward: Conditional method. Significant variables may
then be automatically selected when no additional significant variables can be
obtained.

In Table 8, as shown in the Forward: Conditional method, the regression results
of Models 1 and 2 are basically the same as with the Enter method, which again
demonstrates that the most important factors influencing the resignation of inde-
pendent directors are Times, Audit, Relation, Trouble, Assure, and District. The only
difference is that the variable of Audir I cannot be added into Model 1 when using
the Forward: Conditional method, while the variable of Audir 2 is the third indepen-
dent variable added to Model 2. The reason is the same as when using the Enter
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Table 8 Regression Results of Determinants of the Resignation of Independent Directors:
Forward: Conditional

Model 1 Model 2
Explanatory Variable Anticipated Symbol ~ Coefficient = Coefficient
Constant —6.6977%%* —6.843% %
(28.647) (30.230)
Times + 0.471%%* 0.512%%*
(14.938) (17.265)
District + 1.324%* 1.135%*
(6.285) (4.387)
Assure 1 + 1.578%%%
(8.231)
Assutre 2 + 16.396%*
(6.470)
Trouble + 2.713#%% 2.230%%*
(10.484) (6.502)
Relation + 1.385%* 1.344%*
(5.425) (5.049)
Audit 1 +
Audit 2 + 1.204*
(3.549)
Chi-square 75.860 81.225
—2 Log Likelihood 111.337 105.972
Nagelkerke R Square 0.563 0.593
Correct Classification of the Model 83.300 83.300

Note 1: *#* ** and * denote significance at the 1%, 5%, and 10% levels respectively.
Note 2: The sequence of independents added into Model 1 is Times, Trouble 1, Assure 1,
District, and Relationl; the sequence of independents added into Model 2 is Times, Trouble
1, Audit 2, Relation 2, Assure 2, and District.

method, namely, that Audit 2 has greater explanatory power than Audit I; that is,
although the director-resigning companies and director-retaining companies may
both receive non-standard qualified audit opinions, the degree of severity may dif-
fer between these two types of companies (see the results of the T test of the audit
opinions of both types of companies), which is better reflected by the use of multi-
dimensional classified variables. We substitute Audit 2 for Audit I in Model 1; the
unreported results find that Audit 2, being added into Model 1 as the third signifi-
cant variable using the Forward: Conditional method, has greater significance un-
der the Enter method. These findings all provide empirical support to the above
conclusion. ‘

We conduct the sensitivity analyses on Models 1 and 2 respectively as follows:
(1) Assure 1 and Audit I are substituted with the variables of material hypothecation
{(Assure 2) and audit opinion (Audit 2); (2) the variable of hypothecation (Assure 2)
is substituted with the ratio of the number of hypothecations to a company’s net
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assets; (3) the dummy variable of earning ability (Roe2) in both models is substi-
tuted with a continuous variable (Roel); and (4) the dummy variable of the ratio of
independent directors (Director) in Models 1 and 2 is substituted with the continu-
ous variable. The results of the above unreported test demonstrate that the overall
effectiveness of the models and the validity of explanation of other variables are
nearly the same; the substituted variables have similar explanatory powers to those
of the original variables, implying that the regression model is rather stable.

V. CONCLUSION AND DISCUSSION OF LIMITATIONS
5.1 Main Findings of the Paper

5.1.1 As far as major personal characteristics are concerned, the differences be-
tween certain characteristics of individual independent directors who resign and
directors as a whole are considerable. Relative to the full sample, more of the former
are businessmen with financial and legal backgrounds. They are senior in rank with
higher academic qualifications and a greater likelihood of not residing in the same
province as their serving companies. Their tenure usually lasts for over a year, and
they concurrently serve as directors for a number of other companies. Also, elderly
independent directors who resign account for only a small percentage of resignations.

5.1.2 In terms of corporate characteristics relative to the director-retaining
companies, the director-resigning companies have higher measures on Times, As-
sure 1, Trouble, Relation, Change, and District, more serious Audit and Morass
measures, and a smaller firm size.

5.1.3 The results of further regression analysis show that the most important
factors influencing the resignation of independent directors are the immediate costs
(Times and District) and the risk-related costs, such as the costs of corporate gover-
nance risk (Assurel, Trouble, and Relation), legal risks, and reputational risks, all of
which show a significant positive correlation with the likelihood of their resignation.
We also find that the remuneration of independent directors and other common cor-
porate governance variables have a limited effect on resignation. '

5.2 Major Limitations of the Paper

Because of differences in the selection of the controlling sample between tradi-
tional research methods and our method, we are unable to probe into the real reason
for the resignation of independent directors, since some of them continue to serve
as an independent director for other companies after resigning their office with a
particular company. Also, because of the limitations of statistical methods, the pa-
per does not conduct statistical tests on other intangible opportunity costs that may
influence the resignation of independent directors. Since these may also be impor-
tant factors influencing resignation, all these subjective and objective limitations
urge us to take the paper’s conclusions into serious consideration.
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